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was in effect, there were losses from
sources within the United States. A
copy of the consent of the Commis-
sioner to revoke must be attached to
the taxpayer’s income tax return (or
amended return) for each taxable year
affected by the revocation.

(3) Automatic termination. If an air-
craft or vessel subject to an election
under section 861(e) ceases to be sec-
tion 38 property, ceases to be leased by
its owner directly to a United States
person, or is subleased (other than a
short-term sublease) to a person who is
not a United States person, within the
period set forth in section 6511(a) (or
section 6511(c) if the period is extended
by agreement) for making a claim for
credit or refund of the tax imposed by
chapter 1 for the first taxable year for
which the election applied, then the
election with respect to such aircraft
or vessel will automatically terminate.
If the election terminates, the tax-
payer who made the election must file
an amended tax return or claim for
credit or refund, as the case may be,
for any taxable year to which the elec-
tion applied.

(4) Factors not causing revocation or
termination. The fact that an aircraft or
vessel ceases to be section 38 property,
ceases to be leased by its owner di-
rectly to a United States person, or is
leased or subleased for any period of
time to a person who is not a United
States person, after expiration of the
period set forth in section 6511(a) (or
section 6511(c) if the period is extended
by agreement) for making a claim for
credit or refund of the tax imposed by
chapter 1 for the first taxable year for
which the election applied, will not
cause a termination of the election
made under this section with respect to
the aircraft or vessel. For example, the
electing taxpayer is not relieved from
any of the consequences of making the
election merely because the aircraft or
vessel is subleased to a person who is
not a United States person for a period
in excess of that allowed for short-term
subleases under paragraph (c) of this
section after expiration of the later of
3 years from the time the return was
filed for the first taxable year to which
the election applied or 2 years from the
time the tax was paid for that year
where the period set forth in section
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6511(a) has not been extended by agree-
ment.

() Effect of revocation or termination.
If an election is revoked or terminated
under this paragraph (g), the taxpayer
is required to recompute the tax for
the appropriate taxable years without
reference to section 861(e)(1).

(6) Revocation or termination after De-
cember 28, 1980. The rules in paragraph
(g)(1) through (g)(5) continue to apply
with respect to any election made pur-
suant to this section even though the
revocation or termination may occur
after December 28, 1980.

[T.D. 7635, 44 FR 46457, Aug. 8, 1979, as amend-
ed by T.D. 7928, 48 FR 55846, Dec. 16, 1983. Re-
designated at 53 FR 35477, Sept. 14, 1988]

§1.861-16 Income from certain craft
first leased after December 28, 1980.

(a) General rule. If a taxpayer—

(1) Owns a qualified craft (as defined
in paragraph (b) of this section).

(2) Leases such qualified craft after
December 28, 1980, to a United States
person that is not a member of the
same controlled group of corporations
as the taxpayer, and

(3) The lease is the taxpayer’s first
lease of the craft and the taxpayer is
not considered to have made an elec-
tion with respect to the craft under
§1.861-9(e)(2),
then the taxpayer shall treat all
amounts includible in gross income
with respect to the qualified craft as
income from sources within the United
States for each taxable year ending
after commencement of the lease. If
this section applies to income with re-
spect to a craft, it applies to all such
amounts that are includible in the tax-
payer’s gross income, whether or not
includible during or after the period of
a lease to a United States person.
Amounts derived by the taxpayer with
respect to the qualified craft include
any gain from the sale, exchange, or
other disposition of the qualified craft.
If this section applies to income with
respect to a craft and there is a loss
with respect to that craft (either due
to the allowance of expenses and other
deductions or due to a sale, exchange,
or other disposition of the qualified
craft), such loss is treated as allocable
or apportionable to sources within the
United States. The fact that a craft
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ceases to be section 38 property, ceases
to be leased by the taxpayer to a
United States person, or is leased or
subleased for any period of time to a
person who is not a United States per-
son will not terminate the application
of this section.

(b) Qualified craft—(1) In general. A
qualified craft is a vessel, aircraft, or
spacecraft that—

(i) Is section 38 property (or would be
section 38 property but for section
48(a)(b), relating to use by govern-
mental units), and

(ii) Is manufactured or constructed in
the United States.

(2) Vessel. The term ‘‘vessel’” includes
every type of watercraft capable of
being used as a means of transpor-
tation on water, and any items of prop-
erty that are affixed in a permanent
fashion or are integral to the vessel. A
vessel that is used predominately out-
side the United States must be de-
scribed in section 48(a)(2)(B)(iii) and
§1.48-1(g)(2)(iii), relating to vessels doc-
umented for use in the foreign or do-
mestic commerce of the United States,
to be a qualified craft.

(3) Aircraft. An aircraft used predomi-
nantly outside the United States must
be described in section 48(a)(2)(B)(i) and
§1.48-1(g)(2)(i), relating to aircraft reg-
istered by the Administrator of the
Federal Aviation Agency, and operated
to and from the United States or oper-
ated under contract with the United
States, to be a qualified craft.

(4) Spacecraft. A spacecraft must be
described in section 48(a)(2)(B)(viii) and
§1.48-1(g)(2)(viii), relating to commu-
nications satellites, or any interest
therein, of a United States person, to
be a qualified craft.

(5) United States manufacture or con-
struction. A craft will be considered to
be manufactured or constructed in the
United States if 50 percent or more of
the basis of the craft on the date of the
lease to a United States person is at-
tributable to value added within the
United States.

(c) United States person. For purposes
of this section, the term ‘‘United
States person’ includes those persons
described in section 7701(a)(30) and in-
dividuals with respect to whom an elec-
tion under section 6013 (g) or (h) (relat-
ing to nonresident alien individuals
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married to United States citizens or
residents) is in effect.

(d) Controlled group. For purposes of
paragraph (a)(2) of this section, wheth-
er a taxpayer and a United States per-
son are members of the same con-
trolled group of corporations is deter-
mined under section 1563. Solely for
purposes of this section, if at least 80%
of the capital interest, or the profits
interest, in a partnership is owned, di-
rectly or indirectly, by a member or
members of a controlled group of cor-
porations, then the partnership shall
be considered a member of that con-
trolled group of corporations. In addi-
tion, if at least 80% of the capital in-
terest, or the profits interest, in a part-
nership is owned, directly or indirectly,
by a corporation, then the partnership
and that corporation shall be consid-
ered members of a controlled group of
corporations.

(e) Certain transfers and distributions—
(1) Transfers and distributions involving
carryover of basis. If—

(i) The income with respect to a craft
is subject to this section,

(ii) The taxpayer transfers or distrib-
utes such craft, and

(iii) The basis of such craft in the
hands of the transferee or distributee is
determined by reference to its basis in
the hands of the transferor or dis-
tributor,

then this section will apply to the in-
come with respect to the craft includ-
ible in the gross income of the trans-
feree or distributee. This paragraph
(e)(1) applies even though the trans-
feror or distributor recognizes an
amount of gain that increases basis in
the hands of the transferee or dis-
tributee and even though the trans-
feree or distributee is a nonresident
alien or foreign corporation. For exam-
ple, if a corporation distributes a craft
the income of which is subject to this
section to its parent corporation in a
complete liquidation described in sec-
tion 332(b), the parent corporation will
be treated as if it satisified the require-
ments of paragraph (a) of this section
with respect to such craft if the basis
of the property in the hands of the par-
ent corporation is determined under
section 334(b) (relating to the general
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rule on carryover of basis in liquida-
tions). In further illustration, if a cor-
poration distributes a craft the income
of which is subject to this section, in a
distribution to which section 301(a) ap-
plies, the distributee will be treated as
if it satisfied the requirements of para-
graph (a) of this section with respect to
such craft if its basis is determined
under section 301(d)(2) (relating to
basis of corporate distributees) even
though the basis may be the fair mar-
ket value of the craft under section
301(A)(2)(A).

(2) Partnerships. If a partnership sat-
isfies the requirements of paragraph (a)
1), (2), and (3) of this section, each
partner shall treat all amounts includ-
ible in gross income with respect to the
craft as income from sources within
the United States for any taxable year
of the partnership ending after com-
mencement of the lease. In addition, if
a partnership distributes a craft the in-
come of which is subject to this sec-
tion, to a partner, the partner will be
treated as if he or she satisfied the re-
quirements of paragraph (a) of this sec-
tion with respect to such craft.

(3) Affiliated groups. If a member of a
group of corporations that files a con-
solidated return transfers a craft, the
income of which is subject to this sec-
tion, to another member of that same
group, the transferee will be treated as
if it satisfied the requirements of para-
graph (a) of this section with respect to
the craft.

[T.D. 7928, 48 FR 55846, Dec. 16, 1983. Redesig-
nated by T.D. 8228, 53 FR 35477, Sept. 14, 1988]

§1.861-17 Allocation and apportion-
ment of research and experimental
expenditures.

(a) Allocation—(1) In general. The
methods of allocation and apportion-
ment of research and experimental ex-
penditures set forth in this section rec-
ognize that research and experimen-
tation is an inherently speculative ac-
tivity, that findings may contribute
unexpected benefits, and that the gross
income derived from successful re-
search and experimentation must bear
the cost of unsuccessful research and
experimentation. Expenditures for re-
search and experimentation that a tax-
payer deducts under section 174 ordi-
narily shall be considered deductions
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that are definitely related to all in-
come reasonably connected with the
relevant broad product category (or
categories) of the taxpayer and there-
fore allocable to all items of gross in-
come as a class (including income from
sales, royalties, and dividends) related
to such product category (or cat-
egories). For purposes of this alloca-
tion, the product category (or cat-
egories) that a taxpayer may be consid-
ered to have shall be determined in ac-
cordance with the provisions of para-
graph (a)(2) of this section.

(2) Product categories—(i) Allocation
based on product categories. Ordinarily,
a taxpayer’s research and experimental
expenditures may be divided between
the relevant product categories. Where
research and experimentation is con-
ducted with respect to more than one
product category, the taxpayer may
aggregate the categories for purposes
of allocation and apportionment; how-
ever, the taxpayer may not subdivide
the categories. Where research and ex-
perimentation is not clearly identified
with any product category (or cat-
egories), it will be considered con-
ducted with respect to all the tax-
payer’s product categories.

(i1) Use of three digit standard indus-
trial classification codes. A taxpayer
shall determine the relevant product
categories by reference to the three
digit classification of the Standard In-
dustrial Classification Manual (SIC
code). A copy may be purchased from
the Superintendent of Documents,
United States Government Printing Of-
fice, Washington, DC 20402. The indi-
vidual products included within each
category are enumerated in Executive
Office of the President, Office of Man-
agement and Budget, Standard Indus-
trial Classification Manual, 1987 (or
later edition, as available).

(iii) Comnsistency. Once a taxpayer se-
lects a product category for the first
taxable year for which this section is
effective with respect to the taxpayer,
it must continue to use that product
category in following years, unless the
taxpayer establishes to the satisfaction
of the Commissioner that, due to
changes in the relevant facts, a change
in the product category is appropriate.
For this purpose, a change in the tax-
payer’s selection of a product category
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